
COMMONWEALTH OF KENTUCKY 

BEFORE THE PUBLIC SERVICE COMMISSION 

In the Matter of: 

NOTICE OF CONTINENTAL TELEPHONE 1 
COMPANY OF KENTUCKY OF AN ADJUST- ) CASE NO. 8182 
MENT IN ITS INTRASTATE RATES 

ORDER ON REMAND 

On September 2 4 ,  1982, the Franklin Circuit Court issued a 

final judgment in the appeal of Continental Telephone Company of 

Kentucky ("Continental") against the Public Service Commiseion 

("PSC"). It set aside the PSC's attribution of toll settlement 

revenues and the computation of the Job Development 'Investment 

Credit (''JDIC"). It remanded to the PSC the issue of rate of 

return and ordered the PSC to make specific findings of fact 

pertinent to the reasonableness of the rate of return granted. 

The PSC and the Attorney General's Office appealed the 

Circuit Court's order to the Court of Appeals on two points -- 
toll settlement and JDIC. The rate of return portion of the 

order was not: appealed. It is that issue, which having been 

remanded to the PSC, is the subject of this order. 

Cost  of Capital 

In I t s  determination of an appropriate rate of return on 
e q u i t y ,  the Commission evaluated t h e  methods proposed by the 



Company'e witness, D r .  Moul, and the wl tness  for the Attorney 

Genera l ,  Dr. Legler. 

D r .  Moul recommends a l lowing  a r e t u r n  on e q u i t y  of 16 t o  17 

percent. This  i s  based on an  e v a l u a t i o n  of t h e  r e s u l t s  of t h r e e  

widely accepted methods of approximating a reasonable  r e t u r n  on 

e q u i t y :  e a r n i n g s  t o  market p r i c e  and e a r n i n g s  t o  n e t  proceeds 

ratios; t h e  c a p i t a l  asset p r i c i n g  model ("CAPM"); and the dis- 

counted cash flow method. 

Using t h e  e a r n i n g s  t o  n e t  proceeds r a t i o s ,  D r .  M O K ~  c a l c u l a t e d  

a range of 10.3 pe rcen t  to 12.8 p e r c e n t  f o r  Cont inental  Telephone 

Company ("CTC"), t h e  p a r e n t  of C o n t i n e n t a l  Telephone of Kentucky, 

and a r a t i o  ranging  from 10.3 p e r c e n t  t o  14.5 p e r c e n t  f o r  other 

t e lephone  companies. H i s  historic e a r n i n g s  t o  market p r i c e  

r a t i o s  ranged from 11.9 p e r c e n t  t o  14.8 pe rcen t  f o r  CTC and 11.8 

perent to 16.2 percen t  for other telephone companies. However, 

he tes t i f ied t h a t  these r a t i o s  only i n d i c a t e  a p a r t i a l  c o s t  rate. 

Although Dr. Moul p r e s e n t e d  tes t imony on t h e  CAPM or r i s k  

premium method, t h e  Commission is n o t  convinced i n  t h i s  case, as 

i t  was n o t  i n  Cases 8045, Genera l  Telephone of Kentucky, and 

7790, C o n t i n e n t a l  Telephone of Kentucky, t h a t  r e l y i n g  on deb t  

c o s t  a t  a p e r t l e u l a r  p o i n t  i n  time Le a valid bas18 for eetab-  

l i tshing the cost of equity of a r e g u l a t e d  company. The C o m m i s -  

sion's p o s i t i o n  on t h f s  method has  been and cont fnues  to be that  

because of the changing p a t t e r n s  i n  t h e  bond market ,  which tend 

t o  i n d i c a t e  t h a t  t h e  cost  of e q u i t y  w i l l  n o t  n e c e s s a r i l y  exceed 
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rhe cost of debt at every point in time, there must be a longer 

term of analysis of appropriate bond issues to compensate for 

temporary abnormalities within a given period. Furthermore, cost 

of debt is but one element to be considered in ratemaking and is 

by no means the only measure of a fair rate of return. 

The problems with this method are highlighted by Dr. Legler's 

proposal to modify t h e  risk premium method t o  make it conform t o  

certain market conditions. T h i s ,  again,  is indicative of the 

lack of certainty and credibility t h a t  currently clouds the 

reliability of the method. 

Dr. Moul's final return calculation using the BCF method is 

14.9 percent for CTC and 14.4 to 15.9  percent for other telephone 

companies. 

Dr. Legler recommends an overall c o s t  of capital of 13.35 to 

14.78 percent. Using the DCF method, which gives a range of 14.1 

to 15.2 percent, a risk premium analysis, which gives a range of 

14.1 to 16.2 percent and a comparable earnings method, which 

gives a range of 14 to 15 percent, he computed the cost of equity 

t o  CTC to be 14 to 16 percent. 

Eliminating the risk premium estimates, the methods used by 

each wltness produce estimates of CTC's cost of equity in the 

range of 14 to 15 percent -- Moul's DCF is 14.9 percent, Legler's 

is 14.1 t o  15.2 percent,  with Legler's comparable earnfngs being 

14 t o  15 percent. 
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The remaining d i f f e r e n c e  between D r .  L e g l e r ' s  f i n a l  recom- 

mendation and Dr. Moul's 1s L e g l e r ' s  u s e  of 8 double  l e v e r a g e  

adjustment .  The primary reason f o r  making t h i s  ad jus tment  is t o  

recognize t h e  b e n e f i t s  C o n t i n e n t a l  r e c e i v e s  from t h e  use  of 

c a p i t a l  of i t s  p a r e n t  a t  a lower c o s t  than  t h e  r e t u r n  i t  receives 

on the use of t h a t  c a p i t a l .  

Because of t h e  facts  of t h i s  case, i t  is  unnecessary  for t h e  

Commission t o  app ly ,  or re jec t  f o r  t h a t  mat ter ,  t h e  double  lever- 

age adjus tment .  The difference i n  capital structures between CTC 

and C o n t i n e n t a l  provides t h e  basis for a d j u s t i n g  C o n t i n e n t a l ' s  

rate of r e t u r n  s l i g h t l y  downward t o  compensate for t h e  less risky 

c a p i t a l  s t r u c t u r e  of C o n t i n e n t a l  i n  r e l a t t o n  to C T C ' s  c a p i t a l  

s t r u c t u r e .  The CTC c o n s o l i d a t e d  c a p i t a l  s t r u c t u r e  a t  t h e  end of 

t h e  t e s t  year had a common equity r a t i o  of 34.38 p e r c e n t ,  while 

Cont inen ta l  had a r a t i o  o€ 40.11 percen t .  I t  is t h e  Commis- 

s i o n ' s  posi t ion  that t h e  lower d e b t  ratio of Continental  p l a c e s  

it i n  a less risky position because of i t s  a b i l i t y  t o  g e n e r a t e  a 

l a r g e r  portion of i t s  f i n a n c i a l  needs o u t s i d e  of t h e  d e b t  market .  

For this reason, a range of 1 3 . 5  t o  1 4 . 5  percent rate  of return 

on e q u i t y  i s  reaeonable .  The range  i s  c o n s i s t e n t  w i t h  the t e s t i -  

mony of both  w l t n e s s e s ,  b u t  ref lects  t h e  s l i g h t l y  lower r i s k  t o  

Con t inen ta l  because of i t s  c a p i t a l  s t r u c t u r e .  The ra te  al lowed 

Con t inen ta l  is 14.25 p e r c e n t ,  which is n e a r  t h e  t o p  end of t h i s  

range. This rate w i l l  a l l o w  C o n t i n e n t a l  t o  ach ieve  a fair, 

reasonable rate of r e t u r n ,  a t t r a c t  c a p i t a l  and ma in ta in  i ts  

f i n a n c i a l  i n t e g r i t y .  
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Authorized Increase 

The additional revenue required, based on the rate of return 

found reasonable is  $ 1 , 0 9 1 , 6 0 5 ,  computed as follows: 

Adjusted Net Operating Income 
Net Operating Income Found Reasonable 5 , 3 7 6 , 9 9 5  
Deficiency 5 5 2 , 8 4 1  
Deficiency A d j u s t e d  for Taxes and 

The Commission, based on the  above f indings ,  ORDERS that the 

$4,824, I54 &/ 

Uncollectables, or Increase $1 ,091 ,605  21 

rates found f a i r ,  j u s t  and reasonable as s e t  forth in Appendix A 

of the Commission's Order of September 21, 1981, are affirmed. 

Done at Frankfort, Kentucky, this 25th day of January, 

1983 . 
PUBLIC SERVICE COMMISSION 

Vige Chairman 1 

%&& 
Comm is s ioner 

ATTEST : 

Secretary 

- l/ Includes Interest DurLng Construction of $17,000. 

I 2/ ( 5 5 2 , 8 4 1  + .5076 + .99773 = $1,091,605. 


